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EXPOSURE DRAFT
PROPOSED STATEMENT OF POSITION
AUDITING LIFE REINSURANCE

APRIL 30, 1984

Prepared by the Reinsurance Auditing and Accounting Task Force
of the American Institute of Certified Public Accountants

Comments should be received by July 30,1984, and addressed to
Auditing Standards Division, File 3155
AICPA, 1211 Avenue of the Americas, New York, New York 10036-8775

G00260

SUMMARY
This exposure draft provides guidance on certain significant aspects
of internal accounting controls and auditing procedures for life
reinsurance.
For ceded reinsurance, this exposure draft provides guidance on internal
accounting controls and related auditing procedures regarding the
evaluation of the assuming company's financial responsibility and
stability. For assumed reinsurance, the draft provides guidance on
internal accounting controls and related auditing procedures regarding
the assessment of the accuracy and reliability of data received from
the ceding company. The draft also provides guidance on the auditor's
tests of selected reinsurance contracts, transactions, and related
balances.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

April 30, 1984

An exposure draft of a proposed auditing statement of position,
Auditing Life Reinsurance, accompanies this letter. The
draft was prepared by the Reinsurance Auditing and Accounting
Task Force of the AICPA Insurance Companies Committee. The
proposed statement is intended to supplement the AICPA industry
audit guide, Audits of Stock Life Insurance Companies.
The exposure draft provides guidance on certain significant
aspects of internal accounting controls and related auditing
procedures for life reinsurance for audits of ceding companies
and assuming companies. Auditing guidance for property and
liability reinsurance, including accident and health reinsurance,
is addressed in a 1982 statement of position published in
the fourth edition of Audits of Fire and Casualty Insurance
Companies.
Comments or suggestions on issues contained in this exposure
draft will be appreciated. The task force's consideration
of responses will be helped if comments refer to a specific
paragraph, explain the problem, and include supporting reasons
for any suggestions or comments.
Responses should be addressed to the AICPA Auditing Standards
Division, File 3155, in time to be received by July 30, 1984.
Written comments on the exposure draft will become part of
the public record of the AICPA Auditing Standards Division
and will be available for inspection at the offices of the
American Institute of Certified Public Accountants after
August 30, 1984, for one year.
Sincerely,

'John E. Hart
Chairman
Reinsurance Auditing and
Accounting Task Force

Dan M. Guy
Vice President, Auditing

EXPOSURE DRAFT

AUDITING LIFE REINSURANCE

APPLICABILITY
1.
This statement provides guidance on auditing life reinsurance.
Guidance on auditing property and liability reinsurance, including accident
and health reinsurance, is provided in the statement of position entitled
Auditing Property and Liability Reinsurance, issued by the AICPA Auditing
Standards Division in October 1982.
INTRODUCTION
2. When an insurance company issues life insurance policies, it undertakes
a number of risks relating to the ultimate profitability of the policies,
such as adverse experience regarding mortality or lapses, inadequate investment earnings, and unanticipated costs. Reinsurance is the assumption
by one insurer (the assuming company) of all or part of the risks originally
undertaken by another insurer (the ceding company).
3. Each life insurance company will determine its "retention limit,"
which represents the maximum loss exposure acceptable to the company
that could result from the death of any individual insured by the company.
The retention limit will vary depending on the issue age of the insured,
the type of insurance plan involved, and whether the insured is classified
as a standard or substandard risk. If the policy exceeds the retention limit,
the excess portion of the risk will be reinsured. A company may also reinsure
part or all of a policy within its retention limit if the company sees a need
to limit its risk.
4. Reinsurance also provides a means for the company to meet certain
other objectives such as to avoid surplus strain resulting from the statutory
accounting t r e a t m e n t of expenses and reserves, to reduce fluctuations
in claim experience or to stabilize mortality cost, to provide additional
capacity to accept business that would otherwise have to be declined, to
protect solvency, to obtain underwriting assistance regarding risk classification, or to assist in tax planning strategies.
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5. In ceding all or part of the risk, the ceding company does not discharge
its primary obligations to its insureds. Therefore, the ceding company
is concerned with the ability of the assuming company to honor its commitments under the reinsurance contract. The assuming company, on the other
hand, is concerned with the accuracy and reliability of the information
received from the ceding company regarding the risks it has assumed and,
in some circumstances, the ability of the ceding company to honor commitments to the assuming company. Factors that are pertinent to the auditor's
evaluation of reinsurance contracts include the types of reinsurance agreements and the consequent nature of the risks transferred, contractual safeguards in the reinsurance agreements, and internal accounting controls
regarding reinsurance maintained by the ceding company or by the assuming
company.
6. Reinsurance may be transacted through—
a. Facultative agreements, whereby each risk or portion of a risk is reinsured
individually, the assuming company having the option to accept or reject
it.
b. Automatic agreements, whereby an agreed portion of business written
is automatically reinsured, thus eliminating the need to submit each
risk to the assuming company for acceptance or rejection.
7. Life reinsurance contracts generally take one of three forms: yearly
renewable term, coinsurance, or modified coinsurance.
a. Yearly renewable term (YRT) involves the purchase of reinsurance
on the policyholder's life on a year-by-year basis. Typically the amount
of reinsurance provided and the reinsurance premium charged for a
particular contract will change from year to year on a scheduled basis.
The reinsurance premium will depend on factors such as the age and
sex of the insured, the duration of the policy, and the underwriting
classification (standard or substandard risks). Yearly renewable term
reinsurance generally transfers only the mortality risk to the assuming
company.
b. Coinsurance differs from yearly renewable term in that the assuming
company participates in substantially all aspects of the original policy
and in that the contract generally covers a longer period of time. The
assuming company will receive its share of the policy premiums and
pay its share of the face amount of claims and cash values on
terminations. The assuming company will establish its share of the
statutory policy reserves, and the ceding company will reduce its reserves
for the portion reinsured. If the policy is participating, the assuming
company will generally reimburse the ceding company for its share
of the policyholder dividend. The assuming company also reimburses
the ceding company for its commission outlay and usually pays an addi-
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tional amount toward the ceding company's expenses. The assuming
company ordinarily participates in the investment risk, mortality risk,
persistency, and other risks of the policy.
c. Modified coinsurance differs from coinsurance only in that the reserves
and the assets supporting the reserves remain with the ceding company.
In addition to the transactions required by coinsurance, a "reserve adjustment" payment between the assuming and ceding companies is made
each year. The assuming company will be paid interest on the assets
supporting the reserves according to a specified formula, which may
involve a fixed rate or may be related to the interest earnings of the
ceding company. Depending on the formula, the investment risk may
be borne by the ceding company or the assuming company, or it may
be shared. As with coinsurance, the assuming company ordinarily participates in the mortality, persistency, and other risks.
8.
Life insurance companies may also purchase nonproportional
reinsurance on all or part of their insurance. One form of nonproportional
reinsurance is stop-loss, under which the assuming company agrees to reimburse the ceding company for aggregate losses that exceed a specified
amount. Another form is catastrophe reinsurance, under which the assuming
company agrees to reimburse the ceding company for losses in excess of
a specified amount that result from a single accident.
9. Reinsurance agreements often provide for participation by the ceding
company in the profits generated under the reinsurance. The reinsurance
agreement will specify the method of computing the profit and the formula
for sharing it.
10. Typically, reinsurance agreements are individually negotiated and
tailored to the needs and objectives of the ceding and assuming companies.
The above description of life reinsurance agreements is not exhaustive,
and variations from the described approaches are common.
Generally Accepted Accounting Principles
11. The accounting entries for reinsurance ceded transactions are the
opposite of the entries that arise from direct business. With certain exceptions, the amounts for reinsurance transactions are netted against the related
accounts in financial statements. The accounting entries for reinsurance
assumed normally parallel those for direct insurance. 1
12. FASB Statement No. 60 describes reporting in conformity with generally accepted accounting principles for "payments to insurance companies
1

FASB Statement No. 60, Accounting and Reporting by Insurance
Enterprises, specifies certain accounting and disclosure requirements
for reinsurance.
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that may not involve transfer of risk." Similar guidance is provided in
FASB Statement No. 5, paragraph 44. Paragraph 40 of FASB Statement
No. 60 states—
To the extent that a reinsurance contract does not, despite its form,
provide for indemnification of the ceding enterprise by the reinsurer
against loss or liability, the premium paid less the premium to be
retained by the reinsurer shall be accounted for as a deposit by the
ceding enterprise. Those contracts may be structured in various
ways, but if, regardless of form, their substance is that all or part
of the premium paid by the ceding enterprise is a deposit, the amount
paid shall be accounted for as such. A net credit resulting from
the contract shall be reported as a liability by the ceding enterprise.
A net charge resulting from the contract shall be reported as an
asset by the reinsurer.
Scope
13. The following sections describe certain significant aspects of internal
accounting control regarding ceded reinsurance and assumed reinsurance
and describe the related auditing procedures. SAS No. 1, section 320.31,
states that "the establishment and maintenance of a system of internal
accounting control is an important responsibility of management." The
concept of reasonable assurance is inherent in management's determination
of the nature and extent of internal accounting controls, and the elements
of audit risk and materiality underlie the application of generally accepted
auditing standards by the independent auditor.
CEDED REINSURANCE
Internal Controls of the Ceding Company
14. The ceding company should have those internal accounting control
procedures that it considers necessary to (a) evaluate the financial responsibility and stability of the assuming company (whether the assuming company
is domiciled in the United States or in a foreign country) and (b) provide
reasonable assurance of the accuracy and reliability of information reported
to the assuming company and amounts due to or from the assuming company.
The ceding company's control procedures to evaluate the financial responsibility and stability of the assuming company may vary, depending on the
type of contracts (such as yearly renewable term and coinsurance) and
other factors, and may i n c l u d e 2 —
2

The absence of one or more specific control procedures does not
necessarily indicate a weakness in internal accounting control. SAS
No. 1, section 320.55 states that "the absence or the inadequacy of one
specific control procedure designed to prevent or detect a particular
type of error or irregularity may not be a weakness if other specific
control procedures achieve the same purpose."
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a. Obtaining and analyzing recent financial information of the assuming
company, such as—
•

Financial statements and, if audited, the independent auditor's report.

•

Financial reports filed with the Securities and Exchange Commission
(United States), Department of Trade (United Kingdom), or similar
authorities in other countries.

•

Financial statements, including the actuary's opinion, filed with
insurance regulatory authorities, with particular consideration of
the quality and liquidity of the company's invested assets.

b. Obtaining and reviewing available sources of information relating to
the assuming company, such as—
•

Insurance industry reporting and rating services.

•

Insurance department examination reports.

•

Letters relating to the adequacy of internal accounting
filed with regulatory authorities.

•

Insurance Regulatory Information System results filed with regulatory
authorities.

c. Inquiring about
experience.

controls

the assuming company's retrocessional practices and

d. Inquiring about the general business reputation of the assuming company
and the background of its owners and management.
e. Ascertaining whether the assuming company is authorized to transact
reinsurance within the ceding company's s t a t e of domicile or whether
l e t t e r s of credit or other means of security are provided if the assuming
company is not so authorized.
f.

Considering the need for and evaluating the adequacy of
from the assuming company on certain reinsurance contracts.

collateral

15. The ceding company's control procedures relating to the accuracy
and reliability of information reported to the assuming company and amounts
due to or from the assuming company are generally similar in nature to
other control procedures for the recording of insurance transactions. Those
control procedures are not addressed in this s t a t e m e n t .
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Auditing Procedures
16. The independent auditor's study and evaluation of the ceding
company's internal accounting controls ordinarily should include a review
of the ceding company's procedures for determining the assuming company's
ability to honor its commitments under the reinsurance contract. If the
auditor intends to rely on the prescribed procedures, he should perform
tests of the ceding company's procedures to obtain reasonable assurance
that they are in use and operating as planned.
17. The absence of adequate procedures by the ceding company to determine the assuming company's ability to honor its contractual commitments,
or the lack of reasonable assurance that such procedures are in use and
operating as planned, may constitute a material weakness in the ceding
company's system of internal accounting control. 3 If the auditor decides
not to rely on the company's control procedures, whether because of a
material weakness or other reasons, he should extend his procedures to
evaluate the collectibility of amounts recorded in the financial statements
as receivables or reductions of liabilities that are recoverable from the
assuming company. The auditor's extended procedures may include certain
of the procedures specified in paragraph 14, but they are not necessarily
limited to those procedures. The auditor's inability to perform the procedures
he considers necessary, whether as a result of restrictions imposed by the
client or by circumstances such as the timing of work, the inability to obtain
sufficient competent evidential matter, or an inadequacy in the accounting
records, constitutes a scope limitation that may require the auditor to
qualify his opinion or disclaim an opinion (see SAS No. 2, paragraphs 10
through 13). In such circumstances, the reasons for the auditor's qualification
of opinion or disclaimer of opinion should be described in his report.
18. Reinsurance of life insurance permits the elimination of the reinsured
portion of the related liability for future policy benefits from the ceding
company's financial statements. Under certain circumstances, reinsurance
may also result in increasing current earnings or investable funds to the
extent that the proceeds received from the assuming company exceed
expenses incurred in connection with the sale and servicing of the reinsured
policies. The auditor of the ceding company ordinarily should confirm
insurance policies in force with policyholders when ceded reinsurance activities can materially increase current earnings or investable funds. (See
3

SAS No. 1, section 320, states that "a material weakness is a condition
in which the specific control procedures or the degree of compliance
with them do not reduce to a relatively low level the risk that errors
or irregularities in amounts that would be material in relation to the
financial statements being audited may occur and not be detected within
a timely period by employees in the normal course of performing their
assigned functions" (as amended by SAS No. 30). SAS No. 20 requires
the auditor to communicate to senior management and the board of
directors or its audit committee material weaknesses in internal accounting
control that the auditor becomes aware of through his examination.
10

the statement of position entitled Confirmation of Insurance Policies in
Force, issued by the AICPA Auditing Standards Division in August 1978.)
19. To obtain reasonable assurance that reinsurance contracts are appropriately accounted for, the independent auditor of the ceding company
ordinarily should perform procedures for selected contracts, selected transactions, and related balances, which include the following:
a. Read the reinsurance contract and related correspondence to—
•

Obtain an understanding of the business objective of the reinsurance
contract.

•

Determine whether the contract should be accounted for according
to the provisions of FASB Statement No. 60, paragraph 40 (see paragraph 12 above).

b. Trace entries arising from selected reinsurance contracts to the appropriate records.
c. Trace the selected transactions to supporting documents and test related
receivables and payables.
d. Obtain written confirmation of selected balances. In certain circumstances, confirmation of contract terms may be appropriate.
ASSUMED REINSURANCE
Internal Controls of the Assuming Company
20. A significant element of the assuming company's system of internal
accounting control related to assumed reinsurance is appropriate control
procedures that the company considers necessary for assessing the accuracy
and reliability of data received from the ceding company (whether the
ceding company is domiciled in the United States or in a foreign country).
The appropriate control procedures may vary depending on the type of
contracts (such as yearly renewable term and coinsurance) and other factors.
Principal control procedures of the assuming company may include 4 —
a. Maintaining information relating to the business reasons for entering
the reinsurance contract and anticipated results of the contract. The
information may include—

4

•

Actuarial studies of the business assumed.

•

Projected profitability.

See

note 2.
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•

Anticipated persistency.

•

Prior business experience with the ceding company.

•

The assuming company's experience on similar business.

•

Information regarding pricing and ceding commissions.

•

An indication of the frequency and content of reports from the ceding
company.

b. Monitoring the actual results reported by the ceding company and investigating the reasons for and the effects of significant deviations from
anticipated results.
c. Visiting the ceding company and reviewing and evaluating its sales,
underwriting, benefits processing, and actuarial policies and procedures.
d. Obtaining from the ceding company a special-purpose report by their
independent accountant regarding the ceding company's internal
accounting controls relating to ceded reinsurance (see SAS No. 30,
Reporting on Internal Accounting Control, paragraphs 60 and 61). When
the nature of the reinsurance contracts is such that the ceding company's
reinsurance transactions can materially increase current earnings or
investable funds, the assuming company might also consider obtaining
a special report from the ceding company's independent auditor regarding
the results of procedures performed during the audit of the ceding
company to confirm insurance policies in force (see paragraph 18).
21. Additional control procedures of the assuming company may include—
a. Obtaining and analyzing recent financial information of the ceding
company such as—
•

Financial
report.

statements and, if audited, the independent

auditor's

•

Financial reports filed with the Securities and Exchange Commission
(United States), Department of Trade (United Kingdom), or similar
authorities in other countries.

•

Financial statements, including the actuary's opinion, filed with
regulatory authorities.

b. Obtaining and reviewing available sources of information on the ceding
company, such as—
•

Insurance industry reporting and rating services.
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•

Insurance department examination reports.

•

Letters relating to the adequacy of internal accounting controls
filed with regulatory authorities.

•

Insurance Regulatory Information System results filed with regulatory
authorities.

c. Inquiring about the general business reputation of the ceding company
and the background of its owners and management.
Auditing Procedures
22. The independent auditor's study and evaluation of the assuming
company's internal accounting controls ordinarily should include a review
of the assuming company's procedures for assessing the accuracy and reliability of data received from the ceding company. If the auditor intends
to rely on the prescribed procedures, he should perform tests of the
company's procedures to obtain reasonable assurance that they are in use
and operating as planned.
23. The absence of adequate procedures by the assuming company to
obtain assurance regarding the accuracy and reliability of data received
from the ceding company, or the lack of reasonable assurance that such
procedures are in use and operating as planned, may constitute a material
weakness in the assuming company's system of internal accounting control 5
If the auditor decides not to rely on the company's control procedures,
whether because of a material weakness or other reasons, he should extend
his procedures to obtain assurance regarding the accuracy and reliability
of the data received from the ceding company. The auditor's extended
procedures should ordinarily include, but would not necessarily be limited
to, one or more of the following:
a. Performing procedures such as certain of the procedures specified in
paragraph 20
b. Visiting the ceding company's independent auditor and reviewing his
working papers (see SAS No. 1, section 543.12)
c. Performing auditing procedures at the ceding company or requesting
the independent auditor of the ceding company to perform agreed-upon
procedures
d. Obtaining a special-purpose report from the ceding company's independent
auditor on design and compliance test of the company's internal controls
relating to ceded reinsurance (see SAS No. 44, Special-Purpose Reports
on Internal Accounting Control at Service Organizations)
5

See note 3.
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The auditor's inability to perform the procedures he considers necessary,
whether as a result of restrictions imposed by the client or by circumstances
such as the timing of the work, the inability to obtain sufficient competent
evidential matter, or an inadequacy in the accounting records, constitutes
a scope limitation that may require the auditor to qualify his opinion or
disclaim an opinion (see SAS No. 2, paragraphs 10 through 13). In such
circumstances, the reasons for the auditor's qualification of opinion or
disclaimer of opinion should be described in his report.
24. To obtain reasonable assurance that reinsurance contracts are appropriately accounted for, the independent auditor of the assuming company
ordinarily should perform procedures for selected contracts, selected transactions, and related balances, which include the following:
a. Read the reinsurance contract and related correspondence to—
•

Obtain an understanding of the business objective of the reinsurance
contract.

•

Determine whether the contract should be accounted for according
to the provisions of FASB Statement No. 60, paragraph 40 (see paragraph 12 above).

b. Trace entries arising from selected reinsurance contracts to the appropriate records.
c. Trace selected transactions to supporting documents and test the related
receivables and payables.
d. Obtain written
confirmation of selected balances.
In certain
circumstances, confirmation of contract terms may be appropriate.
EFFECTIVE DATE
25. This statement of position provides for practices that may differ
in certain respects from present practices. Accordingly, this statement
of position will be effective for examinations made in accordance with
generally accepted
auditing standards for periods ending on or
after
. Earlier application is encouraged.
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